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Introduction

The dissolution of the Soviet empire in Central and Eastern Europe and
the demise of the Soviet Union have created unprecedented opportunities for
social, political, and economic change in Europe and Eurasia. Current reforms
will alter fundamentally the way post-communist societies, political systems,
and economies function and interact. More than 5 years into the process, what
do we know about social change at this pace and scale? What do we not know
that we should know? What should we be tracking and analyzing in order to
improve our understanding of this unprecedented transformation?

In 1994, the Joint Economic Committee of the U.S. Congress, the U.S.
Agency for International Development, and the Office of Research and Devel-
opment of the Central Intelligence Agency brought a series of issues relating
to the post-communist economic transition to the National Research Council
(NRC) for investigation. In response, the NRC established a Task Force on
Economies in Transition. The task force’s main charge was to improve under-
standing of the economic transformation in Central and Eastern Europe and
the New Independent States, and to determine what we know about the inter-
dependent economic, political, and social processes currently taking place in
the region. The NRC also asked the task force to develop a research agenda
that would direct efforts and funding to those areas, issues, and methods most
likely to improve understanding of the complex and interrelated socioeco-
nomic processes encompassed by the terms “transition” and “transformation.”
This volume responds to that charge.

From its inception, the task force doubted that present versions of any
existing theories—including various theories preferred by its own members—

1



2 INTRODUCTION

could adequately encompass these extraordinarily complex processes and ex-
plain the very different rates and patterns of transformation across the post-
communist world. Most established economic theory aims to explain mar-
ginal and incremental changes. It is therefore at best partial, and at worst
misleading, in the context of sweeping, rapid changes in entire systems. More-
over, conventional theory assumes the existence of underlying formal and
informal institutional arrangements that are radically different from those pre-
vailing in many parts of Central and Eastern Europe and the New Independent
States. Similar difficulties beset our explanations of political change: models
that fit more or less adequately the representative systems of capitalist democ-
racies leave unstated both the underlying institutional forms and conditions for
drastic transformation.

At the outset of the transformation, these shortcomings of Western theory
and knowledge were compounded by the widespread assumption that these
societies would “naturally” evolve into systems closely approximating those
of the industrialized West. These teleological and deterministic assumptions
are not inherent in existing theories, but nonetheless have had a powerful
influence on policy advice and action in the post-communist world. The
ascendance of neoliberal economic philosophy during the 1980s, both in the
industrialized West and in poorer regions of the world, seemed vindicated by
communism’s collapse in Central and Eastern Europe and the New Indepen-
dent States. For a brief period, many observers and advocates believed that
Western models of market economies and democratic polities were the wave
of the future, and that the post-communist world was embarking down the
same road to the same destination (though some countries were expected to
move more rapidly than others). Moreover, many people thought that road
was plainly marked: stabilization, liberalization, and privatization would trans-
form highly bureaucratized, statist economic systems into dynamic, competi-
tive capitalist economies. Similarly, contested elections, political parties, and
decision making by representative assemblies would provide the path to demo-
cratic stability.

Experience during the 1990s has confirmed the crucial importance of
certain (mainly macroeconomic) policies as necessary, though far from suffi-
cient, underpinnings to resumed growth. But the failures and disappointments
of initial efforts at transformation in parts of the post-communist world and
the varied patterns and ongoing problems in even the most successful cases
have led most thoughtful reformers and analysts to back away from single-
track assumptions. There is now much greater recognition that different paths
of transformation, and different destinations, are likely to be generated by
different histories (before and during the communist era); the different ways in
which communism collapsed; and contrasting geography, social structure,
ethnic composition, and cultural values. Some of these destinations may look
similar to one or another of the multiple models of mainly market economies
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already established elsewhere in the world, while others may look quite differ-
ent from any existing market or communist model. Some of each group may
thrive while others prove unworkable.

The task force began its work roughly at the same time that the initial
phases of the transformation process were yielding to later phases, with differ-
ent goals and emphases, in much of Central Europe and the Baliic states.
Initially, the overwhelming priorities were stabilization and liberalization—
particularly the dismantling of old controls on prices, trade, and investment.
As these measures took hold in Poland, the Czech Republic, Slovakia, Hun-
gary, Slovenia, and the Baltic states, the attention of policymakers and advi-
sors shifted to the much more diverse and complex tasks of creating new
institutions and frameworks for effective governance and economic growth,
while continuing to keep a watchful eye on macroeconomic management.
Elsewhere in Eastern Europe, and in most of the New Independent States, the
early phases of transformation, characterized by the struggle for stabilization,
liberalization, and privatization, has taken longer and been much less decisive.
In these areas, the challenges of designing institutional reforms and creating
new regulatory and social-sector frameworks appropriate to mainly market
economies will be more difficult, and will have to be tackled simultaneously
with the yet-to-be-completed initial phase of transformation.

As more post-communist countries move into later phases of transforma-
tion, the policy guidance provided by neoliberal economics becomes more
limited and partial. While there are criteria for restructuring financial sectors
consistent with the requirements of market economies, there is no single tem-
plate from which one can draw the precise outlines of any of the components
of an economic system (including central banks, monetary policies, invest-
ment incentives, monitoring systems, and savings institutions) that will foster
both well-being and economic growth. Still less is there a single formula, or
even a great deal of technical agreement in the West, regarding how to design
new pension or educational systems or the most appropriate labor market
institutions. Indeed, many semi-industrial and industrial nations outside the
post-communist world continue to grapple with similar issues. Far from being
able to apply a well-understood model to achieve predictable outcomes, ana-
lysts and practitioners are groping at the frontiers of knowledge, seeking better
insights and ways of grasping the complex, dynamic, and interacting pro-
cesses of transformation.

In seeking to contribute to these efforts, the task force looked for innova-
tive ways to determine what is occurring in these diverse systems, to unravel
some of the unexpected consequences of policies, and to trace the strategies
and networks different actors are using to cope with the uncertainties of trans-
formation. The task force recognizes that many approaches are useful and that
no single approach will be adequate in such a complex endeavor. It has,
however, chosen to emphasize one approach in this volume—the analysis of
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institutional change. It has done so for several reasons. First, task force
members and those who participated in the workshops conducted for this
study found this approach both thought-provoking and fruitful. Second, many
of the papers included in this volume demonstrate the utility of the approach.
Finally, this approach has been largely neglected to date in analyses of post-
communist transformations. Rather than surveying all possible interpretations
of current changes in post-communist economies, together with all possible
objections to their major arguments, this volume aims to stimulate thought
and discussion, identify crucial gaps in current knowledge, and motivate new
research.
To address the challenges posed by its mandate, the task force:

» Commissioned a series of reports from specialists in East European
and Eurasian social change and the processes of economic transformation,
ranging from broad conceptual surveys to investigations of developments in
specific sectors of particular countries.

e Organized a series of five workshops at which practitioners, analysts,
and policymakers could debate those reports.

* Produced a set of critical syntheses of the results, including the essays
that introduce each section in this volume and the overall framework essay by
Douglass North.

Four different components of the task force’s mandate should be distin-
guished: (1) setting goals, (2) identifying potentially useful conceptual ap-
proaches and methodologies, (3) explaining current changes, and (4) identify-
ing research priorities. For all four components, the stakes are high, and sharp
disagreements exist among analysts, policymakers, and citizens as to the best
course of action.

With respect to goal setting, for example, most observers and partici-
pants would welcome the eventual establishment of productive, prosperous,
self-sustaining economies and democratic regimes throughout the zone of
former state socialism. Disagreement begins, however, with the extent to
which such economies and regimes must imitate existing Western models;
whether the pursuit of economic growth and democratization conflict in the
short run; the extent to which the social services and rights established under
state socialism should be preserved; the relations post-socialist economies
should have with the evolving international capitalist system; and the extent
to which even long-run goals should differ for, say, Uzbekistan and Estonia.
Among our contributors, the variation in views with regard to these issues is
striking. Some think the immediate adoption of Western economic models is
both desirable and feasible. Others argue that the future economies and
polities of post-communist regions will inevitably differ significantly from
those of present-day Western, capitalist democracies. The analyses included
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here help identify and probe these goal-setting issues, but do not attempt to
resolve them.

As noted earlier, many of the chapters and essays included in this volume
stress the value of institutional analysis for understanding economic transfor-
mation and social change in Central and Eastern Europe and the New Indepen-
dent States. To recognize the significance of institutions is not to announce a
list of precisely six (or six hundred) social arrangements that underlie func-
tioning markets or market systems, but to see that all systems of production
and exchange rest on organizations, routines, guarantees, relationships, and
understandings that are not themselves obvious elements of production and
exchange. It should be understood at the outset that the term institution is used
differently here than in common parlance or, for example, in the field of
political science. The institutional approach defines institutions as the indis-
pensable framework within which human interaction takes place—as the “rules
of the game,” the humanly devised constraints, that determine incentives and
shape human interactions in all societies (North, 1990:3-4). Some institutions,
such as laws, tax regimes, and the explicit operating rules of organizations, are
formal, while others, such as cultural norms and established conventions, are
informal. Formal rules are only a small subset of the constraints that govern
choices and human interaction, while informal constraints and conventions are
so pervasive that one is often misled into underestimating their role and impor-
tance. Institutions, both formal and informal, reduce uncertainty, structure
incentives, define property rights, limit choices, and ultimately determine
transaction costs (North, 1990).

Economic and political liberalization has dismantled a great many of the
formal communist institutions—the laws, regulations, and organizations char-
acteristic of the communist era. At the same time, however, informal institu-
tions from the communist as well as the pre-communist past, including rela-
tionships, norms, and rules of behavior, persist in varying degrees and continue
to shape expectations, incentives, and behavior. Moreover, new informal
institutions are emerging alongside the new formal laws and organizations.
While reformers and policy advisors are attempting to design and introduce
new, formal institutions, it should be understood that these measures will
confront and interact with remnants of old arrangements and spontanecously
developing informal institutions (North, 1990). Conflicts and inconsistencies
between formal and informal institutions can produce unanticipated conse-
quences, including noncompliant behaviors and underground economic ac-
tivities. No one has a formula for setting the optimum level of institutionaliza-
tion, or even the certainty that a single such level exists. To the contrary, the
task force wishes to emphasize the great diversity of institutions and institu-
tional patterns that have existed, currently exist, and are emerging in the
course of transformation.

Analyzing transformation in terms of institutional change alerts policy-
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makers and scholars to the critical need for market infrastructure, without
which markets can not form or function. It focuses attention on the necessity
for secure property rights without which inyestors are unlikely to invest, and
capitalists are unlikely to undertake the risks of entrepreneurship. It empha-
sizes how transaction costs—the costs associated with measuring, monitoring,
protecting, and exchanging property rights—affect incentives for the produc-
tion, trade, and use of goods and services. Finally, it highlights the importance
of path dependence—the ways in which cultural norms and inherited ways of
conducting business and governing societies structure a society’s institutions,
setting the parameters within which, and the stock of knowledge with which,
change will occur.

The path dependence of economic, institutional, and political change
means that major processes—such as monetization of exchanges, privatization
of property, and integration into international markets—will operate differ-
ently in different socioeconome systems as a function of previously existing
social arrangements. Just as a skyscraper’s lightning rod acts as a conduit for
electrical discharges from storm clouds, established social, economic, and
political connections and routines channel economic transformations. As a
result, changes may sometimes proceed with unexpected rapidity, with an
entrenched and previously clandestine second economy suddenly becoming a
relatively unfettered legal vehicle of exchange. Changes may also move more
slowly than reformers anticipate, encountering obstacles created by the old
system. Path dependence governs the itinerary more than the speed of eco-
nomic change.

Analysts concerned about institutional change and path dependence have
no choice but to take concrete histories seriously. Starting with the synthesis
provided in North’s framework essay, many of the authors in this volume step
back to examine the longer-term implications of the transformation taking
place in underlying social and economic institutions. Most critically, they
raise questions about which institutions are likely to impede, promote, or
prove irrelevant to the emergence of productive economies and self-sustaining
democracies. These inquiries examine changing property rights, transaction
costs, power structures, household coping strategies, and interpersonal net-
works. They call attention to the paths and sequences by which institutional
transformation actually occurs, with an eye to the likely perverse effects of
attempts to install replicas of specific Western organizational forms where the
necessary institutional contexts have yet to emerge.

Effective economic change depends on changes in formal noneconomic
organizations, such as courts, schools, and hospitals. But it also depends on
webs of understanding, expectation, and social relations that cut across formal
organizations: norms of honest work and decent pay, networks of friends and
relatives who pass on news of economic opportunities, devices for pooling
capital, and much more. These arrangements constitute the informal and only
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partially visible side of institutions underlying economic activity and change.
They increase or decrease the likelihood that the performance of markets,
investments, monetary flows, and producing firms in rapidly changing econo-
mies will be similar to that of their counterparts in long-established capitalist
economies.

Authors in this volume display an acute awareness of institutional effects,
both formal and informal. Rather than dismissing such pervasive and striking
phenomena as official corruption, theft of government property, pyramid
schemes, rising mortality, and mass emigration as obstacles or temporary
misfortunes on the road to economic transformation, they seek to explain and
trace the implications of ostensible setbacks, obstacles, and perverse effects.
Such changes, properly understood, provide valuable signals concerning the
extent to which post-communist economies and polities are actually behaving
as conventional theories of market expansion and democratization would lead
us to expect. Even more important, individuals’ short-run responses to eco-
nomic and political change depend heavily on their societies’ inherited, and
often entrenched, institutional arrangements. Their responses may be con-
strained or facilitated by patron-client networks, ethnic and religious solidari-
ties, organized access to government resources, incentives for short-term profit
taking rather than long-term investment, and social structures that facilitate
the evasion of taxes. Therefore, actual behavior provides crucial information
about institutional constraints on the array of possible choices and policies.

In each of the five workshops conducted for this study, the task force
sought explicitly to integrate macroeconomic and microeconomic levels of
economic analysis, while building bridges across the disciplinary divides be-
tween economics and the other social sciences and between Western and post-
communist scholarship. Beginning at the base, the task force focused initially
on transformation at the level of the individual household and the coping
strategies employed by different actors to survive and surmount the challenges
of change. Although the interrelationships between health and the stresses
induced by socioeconomic change and uncertainty were discussed at the first
workshop, papers addressing these issues were excluded from this volume in
view of the fact that the NRC has just published a volume of papers on
Premature Death in the New Independent States. Similarly, although the task
force recognized the potential for ethnic and religious solidarities to influence
the course of transformation, the NRC’s recent work on Balancing and Shar-
ing Political Power in Multiethnic Societies encouraged us to focus our atten-
tion elsewhere.

Progressing to increasingly complex levels of socioeconomic interaction,
the task force examined the transformation of management, labor, and produc-
tion; institutional change, property rights, and corruption; social trends, house-
hold behavior, and social-sector policies; and the transformation of the role of
the state. The choice of topics was not intended to be exhaustive, but to direct
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attention and research to key elements of transformation. This work plan also
enabled the task force to highlight the complex interactions among processes
that are frequently analyzed separately, or with other things being held artifi-
cially constant, For example, the opportunities for rent seeking created by
privatization are integrally related to the criminalization and corruption of
state structures. Similarly, while the appearance of extensive quasi-currencies
in Russia and some other countries is a creative (though not necessarily con-
structive) response to the strains of transformation, it contributes to the alarm-
ing erosion of central government authority and revenues.

The task force’s series of workshops provided opportunities for social
scientists, policy analysts, legislators, and development specialists to confer,
debate, and refine their preliminary understanding of critical aspects of the
transformation process. This in turn enabled them to transfer insights gained
at the workshops to contemporary policy issues without awaiting the publica-
tion of this volume.

The volume opens with both an introduction and a framework essay. This
introduction explains the task force’s mandate, outlines its program of work,
and provides a brief guide to the materials included in the volume. North’s
essay outlines the broad contours of the new institutional economics, demon-
strates the analytic utility of the approach, and applies it to the study of econo-
mies undergoing transformation. His essay is followed by four substantively
based sections: II “Institutional Change, Property Rights, and Corruption;”
[1 “Management, Labor and Production;” IV “Social Trends, Household Be-
havior, and Social-Sector Policies;” and V “The Changing Role of the State.”
The chapters in each section were initially presented at one of the task force
workshops, where they were subjected to intense debate, and were subse-
quently revised for publication. Compelled to make its selection from an
extraordinarily strong and diverse group of papers, the task force chose to
include those papers which provided cross-national and comparative analysis,
addressed major problems of explanation, provided new conceptual ap-
proaches, connected explanations with policies for intervention, and shed the
most light on institutions and institutional change.

Just as the volume opens with a framework essay, each section opens with
a task force essay. These essays not only set the context for the specific papers
included in each section, but, more important, provide an opportunity for the
task force to synthesize the insights gained over the course of the project and
elaborate their own views concerning the processes of transformation.

In the final section of the volume, “Research Priorities for Post-Communist
Economies,” the task force raises a series of questions about the transformation.
These questions include conventional issues such as how labor markets are form-
ing and what is happening to capital accumulation, but they also emphasize:
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+ Analysis of evolving incentives and transaction costs in the course of
institutional transformation.

* Careful monitoring and explanation of what might seem to be short-
term disturbances.

» Singling out of responses—successful or otherwise—to deliberate
policy interventions as privileged evidence concerning the causal processes
operating in post-communist countries.

» Treatment of current changes as evidence about the plausibility of
competing explanatory models.

« Identification and explanation of different change trajectories within
the post-communist world.

In general, the research agenda outlined in the final section of this volume
stands as a warning against the straightforward application of models based on
a stylized description of the world’s richest economies, the assumption that the
expansion of markets and private property will suffice to move post-commu-
nist economies to prosperity, and the use of checklists to gauge the approxima-
tion of any particular economy or polity to an idealized portrait of capitalist
democracies. It also calls for broader and more penetrating efforts to identify
and model the political, ethnic, and economic forces channeling institutional
changes, and to determine the effects of these changes on incentives, percep-
tions, and relationships. What sorts of institutions, for example, guarantee
contracts, promote productive long-term investment, discourage rent seeking
and capital flight, give priority to state-backed legal tender, and encourage tax
compliance?

The processes currently unfolding in the post-communist world challenge
our capacity to limit the human costs and promote the potential benefits of this
unprecedented transformation. They also offer a unique opportunity to ex-
pand our limited grasp of the kinds of changes that underlie economic restruc-
turing and development more generally. Both the challenge and the opportu-
nity demand broader and more flexible conceptual approaches than those
which have dominated to date. This volume provides examples of such ap-
proaches, and marshals a formidable range of unanswered—and for the most
part previously unexamined—questions for a larger and more probing pro-
gram of research.
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Understanding Economic Change

Douglass C. North

There are some fundamental characteristics of successful economic de-
velopment that are common to economies everywhere. There is, however, no
universal pattern for achieving these results. While we do have some idea of
what has led to successful development in the past, we have very imperfect
knowledge about how to achieve such results in the present. Awareness of the
current limits to our knowledge is a prerequisite to understanding the prob-
lems involved in improving the performance of economies in transition from
state socialism.

Economic growth results when the output of an economy grows because
more land, labor, capital, and entrepreneurial talent are devoted to the produc-
tion process and/or because the productivity of these factors of production
rises. Growing markets, technological improvements, and additional invest-
ment in human beings (human capital) all have played a part in increasing
productivity. While the new literature on growth economics has formalized
some of these findings, they have been broadly understood for some time by
economic historians, development economists, and specialists in growth ac-
counting. But how do we explain the continuation of poverty in much of the
world if the sources of growth are known? The answer is to be found in the
failure of humans to organize themselves to undertake the improvements that
would result in increasing output. The institutional framework of a society
provides the incentive structure that directs economic (and political) activity.
We do know a good deal about the institutional foundations of successful
economic growth. A number of recent empirical studies have made clear the
importance of the institutional matrix. Stable political structures, well-speci-
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fied and enforced property rights, and low-cost enforcement of contracts (typi-
cally through the rule of law) have resulted in the low transaction costs under-
lying the success of the developed economies. Throughout history, humans
have all too often failed to provide the institutional framework necessary for
productive activity.

Until we understand more than we currently do about the process of
economic change, we are fundamentally hampered in improving economic
performance. The theory from which we start is static and frictionless—
critical limitations to our understanding of the process. Moreover, path depen-
dence matters, and we are still unclear about exactly what it is that makes the
path we have trod such a critical factor in constraining present and future
choices. However, the discussion that follows provides a loose structure
designed to be an aid in thinking about the issues involved in this process.

An economy can be characterized by innumerable statistics on its demo-
graphic, economic, technological, and institutional features, but what we re-
ally need to know is the interplay among all these features that makes it work.
The foundations of that interplay are three: the demography, which describes
the quantity and quality of human beings; the stock of knowledge the society
possesses, which determines the human command over nature; and the institu-
tional framework, which determines the rules of the game. The demographic
characteristics include not only fertility, mortality, and migration characteris-
tics and labor force composition, but also the stock of human capital (derived
from the stock of knowledge). The stock of knowledge includes not only the
scientific knowledge a society possesses, its distribution in the society, and its
application to solving problems of scarcity, but also the beliefs the society
holds that influence the choices made. That stock of knowledge determines
the potential upper bound of the well-being of the society. The institutional
framework determines the incentive structure of the society. It is the interplay
among these three that shapes the features of the economy. We know very
little about this interaction, although we do have some limited hypotheses
about certain of its aspects. But self-conscious modeling of this interaction at
a moment in time, much less over time, has not been part of the agenda of
economists, development economists, or economic historians.

Yet we do construct in our minds a synthetic framework designed to
explain how the economy works. This framework is derived in part from the
culturally determined belief systems we possess and in part from the available
evidence. The structure is both a positive model of the way we perceive the
economy and a normative model of the way the economy should work. The
model is always a very imperfect reflection of how the economy really works.
In some cases the defects are fatal, as in the case of the communist models that
disintegrated in 1989. From this (typically implicit) model, we, or those
political and economic entrepreneurs who are in the position to make choices
that shape micro- and macroeconomic performance, erect an elaborate struc-
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ture of rules, norms, conventions, and beliefs embodied in constitutions, prop-
erty rights, and informal constraints that in turn shape economic performance.
This “scaffolding” not only constrains the choice set at a moment of time, but
also is the source of path dependence. When political or economic entrepre-
neurs seek to alter some aspect of economic performance, they make choices
that are limited not only by the standard constraints of technology and income,
but also by this scaffolding. The intention is to alter economic performance in
a particular direction. The aggregate of such policies is continually altering
the way the economy works. In turn that leads to gradual alterations of the
models we devise in a never-ending process of economic change. I should
complicate this all too brief account by pointing out that nonhuman forces,
such as climate change in history, also influence the performance.

Throughout history, humans have typically gotten it (at least partly) wrong
in (1) their understanding of the way the economy works, (2) the synthetic
frameworks they construct, or (3) the policies they enact (at best blunt instru-
ments to serve their purposes), producing unanticipated consequences. We
may write economic history as a great success story of an enormous increase
in material well-being, which has reflected the secular growth in the stock of
knowledge. But it is also a vast panorama of decisions that have produced
death, famine, starvation, defeat in warfare, economic decline and stagnation,
and indeed the total disappearance of civilizations. And even the decisions
made in the success stories have typically been an admixture of luck plus
shrewd judgments and unanticipated outcomes. Take American economic
history as an example. From the earliest attempts at settlement, through the
colonial era, to the perceptions leading to the Revolutionary War, the colonists
had it, at best, half right. The Constitution, surely a classic of shrewd judg-
ment, was aided by chance (the events of the 1780s), luck (the boycott of the
convention by the antifederalists), and unanticipated decisions (the develop-
ment of the independent judiciary and the Marshall court).

I wish to emphasize the limits to our understanding because there is a
certain amount of hubris evident in the annual surveys by the World Bank and
in the writing of orthodox economists who think we now have it right. It is
important for us to understand that even if we do have it right for one economy,
it will not necessarily be right for another, and that even if we have it right
today, it will not necessarily be right tomorrow. I am not suggesting that we
have failed to learn a good deal about determinants of economic performance.
I began this essay by asserting that we have., But the implication of my brief
survey is that in the sequence from our understanding of an economy, to the
scaffolds we erect, to the policies we then enact to alter economic perfor-
mance, there are innumerable junctures where we can and do get it wrong. Let
me focus on three such junctures that are central to the issues of improving the
performance of transition economies: the “scaffolds” we erect, the policies we
enact, and time.
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It is the scaffolds we erect that make path dependence so important. They
consist of the political structure that specifies the way we develop and aggre-
gate political choices; the property rights structure that defines the formal
incentives in the economy; and the informal constraints of norms, conven-
tions, and internally held beliefs. They have evolved over many generations,
reflecting, as Hayek (1960) has reminded us, the trial-and-error process that
has sorted out those behavioral patterns that have worked from those that have
failed. Because the experience of every society has been unique, the scaffolds
erected will differ for each economy. They constrain the choice set not only
because the organizations of the economy have been built on the foundations
of that institutional structure, so that their survival depends on its continuance,
but also, and perhaps more fundamentally, because the belief system that is a
complementary part of that scaffolding tends to change very slowly. Not only
is the scaffolding what makes path dependence so important, but it is equally
the explanation for the difficulties involved in reconstruction when much of
the scaffold crumbles, as happened in 1989 in Eastern Europe.

The second critical juncture is the policies we enact to alter the perfor-
mance of an economy. Even when we have a “correct” understanding of the
economy and a {(more or less) “correct” theory about its operation, the policies
at our disposal are very blunt instruments. They consist of alterations in the
formal rules only, when in fact the performance of an economy is an admix-
ture of the formal rules, the informal norms, and their enforcement character-
istics. Changing merely the formal rules will produce the desired results only
when the informal norms are complementary to that rule change, and enforce-
ment is either perfect or at least consistent with the expectations of those
altering the rules.

Finally, time is important because change is a process in time, not a once-
and-for-all occurrence as we are accustomed to thinking in static theory. Not
only are the economies themselves continually changing, but also the policies
we enact will have downstream consequences through time that must be taken
into account. Specifically, a policy will typically affect the distribution of
income, and those adversely affected, if they have access to the political
process, may act to negate or alter the policy. In the extreme, the policy may
produce a violent reaction. While nothing as elegant as a formal dynamic
theory is even on the horizon, recognizing that policy enactment is a process in
time is the beginning of the political economy we seek.

The implication of the foregoing analysis is that path dependence can and
will produce a wide variety of patterns of development, depending on the
cultural heritage and specific historical experience of the economy. Indeed,
the success in China of TVEs (town, village enterprises)—a form of organiza-
tion that is neither a firm nor a cooperative and does not fit our preconceptions
about successful institutional/organizational structures—has been a sobering
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reminder of how much we still have to learn about the process. A description
of that process in China from the enactment of the household responsibility
system traces a unique path that has produced (so far) rapid economic growth.
I would hope that this essay would put to rest any simplistic general nostra
such as “big bang” or “shock therapy” theories about magically overcoming a
lack of development.

If path dependence can help us understand the variety of development
patterns, it also speaks forcefully to the constraints that the “scaffolds” erected
in an economy impose on institutional change. The historically derived con-
straints are supported not only by the existing organizations that will oppose
change, but also by the belief system that has evolved to produce those con-
straints. The rate and direction of change will be determined by the “strength”
of the existing organizations and belief system.

The demise of communism in Eastern Europe in 1989 reflected a collapse
of the existing belief system and a consequent weakening of the supporting
organizations. Policymakers were confronted not only with the restructuring
of an entire society, but also with the blunt instrument that is inherent in policy
changes that can only alter the formal rules, but not the accompanying norms.
And even policymakers have had only limited success in inducing enforce-
ment of policies. The relative success of policy measures (such as the auction-
ing of state assets and the reestablishment of a legal system) in the Czech
Republic as compared with Russia resulted from the heritage of informal
norms that made for the relatively harmonious establishment of the new rules.

In addition, we know all too little about political economy. One of the
shortcomings of research is a lack of attention to the polity and the problem of
aggregating choices through the political system. We simply have no good
models of polities in Third World, transition, or other economies. The inter-
face between economics and politics is still in a primitive state in our theories,
but its development is essential if we are to implement policies consistent with
intentions.

Let me conclude by talking about time. If one accepts the crude sche-
matic outline of the process of change set forth above, it is clear that change is
an ongoing, continuous affair, and that our institutional prescriptions typically
reflect learning from past experience. But there is no guarantee that past
experiences are going to equip us to solve new problems. Indeed, an historic
dilemma of fundamental importance has been the difficulties of shifting from
a political economy based on personal exchange to one based on impersonal
exchange. An equally wrenching change can be the movement from a “com-
mand” economy to a market economy. In both cases, the necessary institu-
tional restructuring—both economic and political—has been a major obstacle
to development, and it is still the major obstacle for Third World and transition
economies. The difficulty comes from the fact that the belief system that has
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evolved as a result of the cumulative past experiences of the society has not
equipped its members to confront and solve the problems. Path dependence,

again, is a major factor.
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Research Priorities for
Post-Communist Economies

Task Force on Economies in Transition

INTRODUCTION

Ends of empires tempt observers and participants into teleological expla-
nations. In retrospect, the previously unpredictable becomes inevitable. A
similar determinism is characteristic of thinking about the future of the post-
communist successor states: it is widely presumed that their political and
economic systems will evolve into close approximations of those of the most
powerful members of the existing state system. Characteristically, there were
many for whom Central and Eastern Europe and the New Independent States
seemed to constitute a slate on which, once rubbed clean, leaders and planners
could draw the designs they preferred. Now, after years of effort, conflict,
change, and scrutiny, both the legacies of state socialism and the requirements
of vigorous, viable alternative political-economic systems look much more
formidable. This section proposes a program of research into the factors
shaping the transformation of the post-communist world.

The U.S. government has an interest in promoting prosperity, democracy,
and stability in Furasia. In company with other Western governments, inter-
national agencies, and reformers in Central and Eastern Europe and the New
Independent States, it focused its early analyses and interventions on ways to
liberalize and stabilize command economies. Much less effort went into map-
ping either their likely future topographies or the paths that would take them
there. As time has passed, however, those tasks have become more urgent.
With respect to transformation—political, economic, and social-—what is ac-
tually happening, and why? What might come next?
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By the time the task force went to work, it was becoming clear that the
widely varying historical heritages of the Central and Eastern European and
post-Soviet states were causing large differences in their paces and directions
of change. All had experienced state planning and communist rule, but to
vastly different degrees over different time spans. Both before and during
communist rule, their involvement with the capitalist West varied enormously,
from relatively close in Czechoslovakia and Estonia to quite distant in Bul-
garia and Tajikistan. The reactions of their peoples to the end of communist
regimes and of Soviet domination ranged widely, as did ideas concerning
desirable directions for change. Economic development, resources, ethnic
composition, and geography posed differing opportunities and constraints.
The international economy itself impinged in contrasting ways on successor
states as different as Hungary and Uzbekistan.

When the task force began its work, both positive experiences (mainly in
Central Europe and the Baltic states) and negative experiences (for example,
in Bulgaria and Ukraine) had already confirmed the crucial role of stabiliza-
tion measures and substantial liberalization of prices, markets, and new busi-
ness entries—measures on which international financial and economic circles
tend to agree. It was also becoming clear that these necessary measures were
far from sufficient to transform command economies into stable, wealth-gen-
erating socioeconomic systems. Restarting and sustaining economic growth,
mitigating poverty, and reshaping social organizations in ways that would be
accepted by different national and ethnic populations required a much broader
range of changes.

On such questions as how to liberalize labor markets and restructure
industrial relations, competing models have their partisans, but experience
with both post-communist and other economic regimes demonstrates that simi-
lar policies can produce quite different outcomes in different contexts. The
dominant models of Western economics have important contributions to offer,
especially as baselines for gauging what sorts of changes are actually occur-
ring in Central and Eastern Europe and the New Independent States. But they
can offer only limited guidance as post-communist countries move beyond
stabilization and liberalization to rebuild sectoral institutions.

These conditions challenged the task force to seek more penetrating and
provocative analytical frameworks, better documentation and explanation of
current changes, more accurate identification of potential risks, and more
nuanced guidance for policy interventions than were currently available. To
this end, Sections II through V examine what has been taking place in post-
communist economies and why, whereas this section elucidates priorities for
further research. The research agenda presented here has three goals: (1) to
direct researchers to the topics, issues, and processes most deserving of atten-
tion and analysis; (2) to encourage the elaboration and application of new
approaches and methodologies, as well as the utilization of methods and tools
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developed in related social sciences, to the study of economies undergoing
transformation; and (3) to focus the attention of U.S. government agencies and
the funding community at large on priority areas for support.

In seeking potentially fruitful conceptual approaches and methodologies
to improve understanding of the processes of transformation, the task force
became convinced that approaches that treat these processes as narrowly eco-
nomic are less useful than those which cross intellectual and disciplinary
boundaries and apply concepts and methods from related social sciences, such
as political science, sociology, and anthropology. Surveys that focus on short-
run changes in prices, incomes, or the structure of ownership without ground-
ing these phenomena in a larger sociopolitical context provide only limited
insights and information concerning transformation—whatever the extent of
its penetration or its likely trajectory. Similarly, we found case studies fo-
cused on developments in a single region or country less useful than cross-
regional and cross-national studies. Only comparative studies—both those
that remain within the bounds of a single discipline and those that cross disci-
plinary boundaries—provide opportunitics to identify the key variables and
determinants channeling change and affecting transformation.

Moreover, the task force found a wide range of research methods and
techniques useful in elucidating various aspects of transformation. Some of
these methods are relatively novel in much of the post-communist world,
while others are benefiting from increased rigor in their application. Ex-
amples include the use of focus groups, public opinion research, time budget
surveys, and surveys of household income and expenditures. Other methods,
such as in-depth anthropological and ethnographic observation of local com-
munities, can also produce remarkable insights concerning the context within
which transformation is taking place.

INSTITUTIONAL ANALYSIS

During 1995 and 1996 the task force held a series of five workshops on
economic transformation. In analyzing the materials presented at these work-
shops and debating the hypotheses and conclusions advanced by the workshop
participants, the task force began to focus on the new institutional economics
as a singularly provocative and powerful conceptual tool. By this we did not
mean to imply that other approaches are less valuable or insightful in analyz-
ing a range of issues and topics; indeed, as suggested above, the task force
views a variety of approaches as mutually reinforcing and amenable to cross-
fertilization. The task force emphasizes the institutional change approach in
this volume because we found it offered particular potential to improve under-
standing of economies undergoing transformation, as well as an appropriately
broad and cohesive framework for analysis, and because this approach has
been relatively neglected by those working in the field.
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As discussed in the introduction to this volume, it should be noted that the
new institutional economics uses the term instizution in a way that differs
substantially from its use in common parlance or in such disciplines as politi-
cal science to include not only formal laws, operating rules, and organizations,
but perhaps most saliently, the informal structures and norms that channel
behavior.! According to this approach, institutions embody the *rules of the
game” within which key actors (including individuals, households, ethnic
groups, and enterprises) operate. When those rules change, the players face a
different array of incentives and constraints. Their behavior is then shaped and
channeled by the institutions that have changed, those that have not changed,
and the tensions between the two. The task force concluded that research
applying the institutional change perspective can enhance understanding of
the transformation of the economies of Central and Eastern Europe and the
New Independent States along a number of key dimensions.

First, an institutional change perspective illuminates a broad range of
economic, social, and political processes. It brings together areas of inquiry
from diverse fields in which specialists often proceed independently—some-
times too independently—of each other. It assists analysts in making connec-
tions among changes in national and international laws, norms, and structures;
the responses of sectors, firms, households, ethnic groups, and communities;
and the behavior of individuals. It also directs analysts to examine and iden-
tify the feedback mechanisms that link these levels of analysis.

For policymakers and their advisors, research applying an institutional
change perspective can help explain why similar reform programs often pro-
duce markedly different outcomes in different settings. It can also help in
specifying the incentives and structures that would facilitate institutional
reforms,

Perhaps most critically, the institutional change perspective directs at-
tention to evolving property rights and their enforcement. Secure property
rights extend time horizons, promote investment, provide incentives for ef-
fort, encourage productive activity, and ensure the creation of wealth. Simi-
larly, risk-reducing institutions, such as legal and organizational arrange-
ments for limited liability and orderly bankruptcy, play crucial roles. The
absence of secure property rights and related risk-reducing institutions favors
shortened time horizons, disinvestment, speculation, rent seeking, crime, and
corruption.

l“Org,ranizaticms” are more or less formal associations, such as government agencies, business
firms, and citizens’ associations. Members of an organization pursue shared goals, and their
interactions are governed by internal rules and structures. Organizations can usefully be viewed
as collective actors whose behavior is shaped both by internal goals and rules and by the larger
institutional context. “Structure” is a broader concept, encompassing not only organizations, but
also other more or less enduring sets of relationships such as families, networks, and ethnic
groups.
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The institutional change perspective led the task force to highlight the
distinction between economic activities that (1) promote the creation of new
wealth, that is, are productive, and (2) simply redistribute existing wealth, that
is, involve rent-seeking, predatory, and protective activities. Whereas produc-
tive activities involve the transformation of inputs into outputs, rent-seeking,
predatory, and protective activities focus energies and effort on the appropria-
tion, exchange, and control of already existing goods and assets. Analysts and
policymakers need to recognize the distinction between these two types of
activities, monitor the relative predominance of each, and identify policies that
promote the former—the creation of new wealth.

The institutional change perspective emphasizes path dependence, or the
dependence of current events on prior institutions and developments. Lega-
cies from pre-communist and communist pasts, as well as the ways communist
economic and political control unraveled, vary widely in different parts of
Central and Eastern Europe and the New Independent States. These differing
contexts—ranging from official economic policies to the strategies of indi-
vidual firms, social and ethnic groups, and households—powerfully affect the
character of the changes now under way. Path dependence highlights the fact
that historical legacies are not simply deadweight obstacles to change, but also
(1) constraints on what can happen next; (2) resources on which people inevi-
tably draw as they create political and economic change; and (3) important
models that affect what people regard as possible, acceptable, and desirable.

The institutional change perspective alerts researchers to the possible ef-
fects of the perspectives, values, and identities of different social and ethnic
groups on their responses to changes in economic conditions. As North notes in
his framework essay for this volume, economic change draws on (and is bounded
by) existing stocks of knowledge. A “stock of knowledge” is not an objective
entity divorced from context. The views of any group’s members concerning
valid or relevant knowledge will be filtered through their ideas of who they are,
whom they wish to resemble, and how the world works. Romanian villagers, for
example, will hold views of “property rights” that differ fundamentaily from
those generally accepted in Western capitalist countries, and these perceptions
will shape the villagers’ responses to changes in formal laws and government
policies. The values and understandings of different groups are partly legacies
from pre-communist and communist pasts. Like other legacies, they evolve,
sometimes in direct reaction against other aspects of the past (for example, the
current intense cynicism about political parties throughout the region is a result
of prior experience with communist parties), ahd sometimes in response to new
ideas, information, and opportunities. A key feature of the transformation has
been the abrupt and dramatic increase in exposure to such new ideas as a result
of increased exposure to foreign contacts and influences. Both gaining insight
into existing cultural frames and monitoring how they are changing will be
crucial for understanding the transformation process.
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The institutional change perspective calls attention to formal institutions
and informal norms and conventions and the coherence or conflict between
the two. Lack of coherence between formal and informal institutions gives
rise to widespread noncompliant behaviors, including corruption and the for-
mation of underground economies. These behaviors operate at all levels of
social life; identifying and understanding them is a requisite for explaining
what is going on in changing economies. Networks are emerging to fill
institutional lacunae. Just as networks of politicians and entrepreneurs are
shaping the way enterprises respond to changing economic conditions and
government regulations, networks of friends and relatives provide an impor-
tant mechanism for households coping with the costs of economic restructur-
ing. Networks in finance and ownership are also playing crucial roles in
evolving and increasingly entrenched patterns of corruption and criminal
activity.

Few analysts have made serious attempts to utilize an institutional change
framework or to apply the insights of the new institutional economics to
transforming economies. Although the potential rewards may seem self-evi-
dent, efforts to measure transactions costs or to determine the extent to which
property rights have become secure confront a complex situation. Much of the
wealth being redistributed or privatized was, and remains, outside any pricing
system (e.g., privileges associated with nomenklatura status, access to oppor-
tunities for rent-seeking behavior), or was seriously mispriced (e.g., housing,
utilities, health care). Assets are changing hands, or not, on the basis of insider
networks; wealth is being shifted between economic sectors (e.g., from the
military to the civilian); the previously underground economy is frequently
becoming part of the official economy (but sometimes not); and criminal
enterprises and corruption are filling the interstices left by inadequate institu-
tional development.

Transformation is not a closely managed process. Many of its features are
inchoate and unstable and operate out of control. At the same time, in some
changing economies, different levels of government are making conflicting
attempts to regulate critical aspects of transformation, sometimes interfering
with efforts to establish a predictable fiscal and regulatory environment. As if
this were not sufficient, none of the economies of Central and Eastern Europe
and the New Independent States are developing in isolation: foreign invest-
ment, debt, capital flight, trade opportunities, and exchange rate instability all
affect their monetary and fiscal policies, gross domestic product, and stan-
dards of living.

Despite the difficulties of observation and measurement in rapidly evolv-
ing and often chaotic circumstances, the enhanced understanding to be gained
from research that analyzes dynamic tensions in institutional change and rela-
tionships between the redistribution and creation of wealth in transforming
economies clearly makes the effort worthwhile. Such research should:
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¢ Examine the relationship between formal and informal institutions,
and determine the causes and consequences of various noncompliant behav-
iors and their manifestation in various underground economies.

* Specify how selected institutional changes alter incentives for produc-
tive, protective, and predatory behaviors.

* Examine how selected institutional changes influence the efficiency
and equity of the institutions’ operation.

* Explore the interaction between selected institutional changes and be-
havioral responses that resuit. Do those responses facilitate or raise obstacles
to intended outcomes, encourage or block related policy interventions, or
reduce or increase the tension between reformed and entrenched aspects of the
system?

¢ Identify the dynamic feedback between selected changes and the be-
havioral responses of economic actors, and thereby the likely effects of the
changes on the creation and redistribution of wealth.

As noted earlier, a wide range of research methods and techniques will
prove useful in improving understanding of the processes of transformation.
The task force wishes to emphasize the potential value of longitudinal panel
studies. Such studies are especially useful for tracing trends and revealing
emerging patterns of behavior and outcomes at the micro level, that is, within
households, among particular social and ethnic groups, and within enterprises.
With respect to households, cross-sectional time series and longitudinal stud-
ies would assist tremendously in identifying trends and patterns in family
formation, fertility, migration, employment, and welfare. Panel studies such as
the Russian Longitudinal Monitoring Survey and annual surveys being carried
out in Central and Eastern Europe, particularly those conducted under the
Luxembourg Income Survey, represent unique data sources that should be
supported and expanded.

PRIORITY RESEARCH AREAS

The task force focused its attention on four key components of political,
economic, and social systems:

¢ Institutional change, property rights, and corruption

¢ Management, labor, and production

¢ Social trends, household behavior, and social-sector policies
* The changing role of the state

While these four areas do not exhaust the possibilities, they should never-
theless appear on any list of major issues involved in the transformation pro-
cess. In theory, it would be desirable to shorten the list or identify a very small
number of questions whose answers would, by themselves, generate major



24 RESEARCH PRIORITIES FOR POST-COMMUNIST ECONOMIES

advances in explaining economic and political change. For the moment, how-
ever, the complexities and interdependencies are understood with greater clar-
ity than the crucial nodes; to narrow the focus greatly now would surely
exclude important analytic opportunities that will emerge as inquiry unfolds,
relevant theory strengthens, and empirical verification proceeds. With this
broad perspective in mind, the following subsections outline high-priority
issues in each of the above four areas and pose some specific research ques-
tions that might be addressed in examining these issues.

Institutional Change, Property Rights, and Corruption

What kinds of institutional infrastructure (legal, financial, and ad-
ministrative) are needed to support private ownership, free market ex-
change, investment, and economic growth? To what extent are different
kinds of institutional infrastructure emerging? What are the likely conse-
quences of extending ownership and exchange rights to land and hous-
ing? How and why are forms of property changing in post-communist
economies? How much do current conditions and trends vary from one
part of Eurasia to another? What explains the variation? What are the
major types of underground activities in transition economies? How can
their size be measured and their causes and consequences be determined?

There is abundant evidence that property rights are changing in former
areas of state socialism, with deliberate programs of privatization accounting
for only some of the change, and often having consequences other than wide-
spread property holding and investment by members of the general popula-
tion. There is also good reason to believe that the sorts of property rights that
emerge in Central and Eastern Europe and the New Independent States will (1)
differ in important ways from the forms of property currently prevailing in
Western Europe and North America, (2) significantly influence future eco-
nomic organization and productivity, and (3) have a strong impact on future
political institutions. We recommend a program of comparative research
going well beyond idealized models of socialist and capitalist property rights,
or of public and private property, to document and explain actual changes in
property. The following are some specific research questions that might be
addressed:

* What determines the allocation of human effort among productive,
protective, and predatory activities? How can the resources devoted to each
type of activity be measured, and the consequences of each for economic,
political, and social development be determined?

* What new property regimes are emerging from the “social ownership”
of the communist period? What residual de facto rights are being preserved
from the earlier system? How do prior differences in communist property
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regimes affect emerging differences in the timing, location, and forms of
property relations (e.g., the mix of “public” and “private,” the pace of
privatization, and the emergence of exclusive ownership as opposed to over-
lapping use rights)? How do these differences affect transaction costs?

* How are use rights, income rights, and alienation rights to property
assigned and enforced? What governance institutions are available to create
incentives when these rights are separated and redistributed?

* What attitudes concerning property and ownership affect the rise of
new property regimes? What do different groups of people think “property”
means?

¢ How are relationships between property rights and citizenship rights
developing? Why? What implications do these changes have for political
stability (particularly in connection with ethnic/national questions)? In coun-
tries such as Latvia where citizenship is a prerequisite for property ownership,
but some ethno-national groups do not have access to citizenship, what politi-
cal consequences ensue? What have been the effects of Western pressures to
reduce such discrimination?

* How can informal or underground economies be distinguished and
their size and growth measured? How do various kinds of underground eco-
nomic activity affect efficiency, equity, and stability?

* What conditions promote or inhibit rent seeking and corruption in
post-communist economies? How can corruption and rent seeking be mea-
sured and monitored? What consequences do they have for economic change,
human welfare, and inequality?

¢ What conditions promote organized crime, and how can it be measured
and monitored? In what ways is it intertwined with “legitimate” economic
activities, and with what effects?

* To what extent are underground activities reflected in the observed
increased use of cocirculating currencies, such as the dollar and D-mark, and
can observation of these monetary flows be used as an indicator of corruption,
organized crime, and capital flight?

* How have different land tenure patterns and ownership rights affected
productivity in different transitional economies?

Management, Labor, and Production

To what extent is a private, nonstate production sector emerging in
transitional economies? What institutional infrastructure is needed to
support the development of nonstate producers? What government poli-
cies impede or foster the growth of a private sector? To what extent is the
structure of production adjusting to consumer demand and international
integration? What institutional deficiencies or barriers impede economic
adjustment and integration into the world market?
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Eastern Europe, Russia, and the New Independent States have accom-
plished an impressive transformation, privatizing a large share of production,
liberalizing domestic markets, and liberalizing commercial relationships with
the world market. At the end of 1995, 14 of the transition economies had,
indeed, rekindled economic growth.

However, recovery in some of the largest transitional economies—Rus-
sia, the Ukraine, and Kazakhstan—appears to be in serious jeopardy. They
face the task of building new state structures that can fulfill the essential
functions of government and create the environment needed to support a
healthy, prospering economy. However, the international community and
international investors are uncertain whether the fragile new institutions of
these countries are up to the task. In Russia in particular, missing institutions
and harmful policies impede investment and the entry of new small firms. The
lack of ownership rights to land blocks agricultural reform and retards con-
struction of housing. At the same time, a confiscatory tax and regulatory
environment, in conjunction with increasing crime and corruption, impedes
the establishment of new private firms.

The following are some of the specific research questions that relate to
institutional change with respect to the productive and financial sectors:

* To what extent are the transition economies creating well-functioning
private sectors in agriculture, industry, and services? What factors impede the
emergence of new private producers?

* What institutional arrangements are important in providing frameworks
for production and investment in Western market economies? To what extent
are similar institutional frameworks available to producers in the transitional
economies? What are the consequences of missing infrastructure? What, if
anything, can producers do when financial, legal, or administrative infrastruc-
ture is missing or dysfunctional?

¢ How do differences among various forms of privatization (employee
buyouts, managerial/nomenkiatura buyouts, mass privatization, auctions, and ne-
gotiated tenders) affect enterprise organization, performance, and productivity?

* How does the availability of legal, financial, and administrative infra-
structure influence the form of enterprise governance and the scale of firms?
How does it affect the supply of investment and domestic and foreign inves-
tors’ perception of risk?

* What policies and mechanisms (such as prudential regulation and in-
troduction of international accounting standards) are necessary to support well-
functioning financial markets? What institutional changes are needed to allow
financial institutions to bring savers and investors together in well-functioning
financial markets?

* Are the institutional changes being introduced in stock exchanges and
other mechanisms for financial mediation creating more transparent and ac-
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countable regulatory frameworks, or entrenching old networks or bureaucra-
cies in a new guise? What incentive structures are creating and reinforcing
these developments?

* What changes are required to provide rule of law and enforcement of
contracts? What changes are needed to bring regulation into conformity with
legislation?

* What factors lead to the persistence of soft budget constraints in some
transitional economies? What are the consequences of such constraints for
government stabilization and structural change in the economy?

* What factors impede the movement of labor from areas of low demand
to areas of potential growth? What institutions or policies would encourage
greater labor mobility and mitigate its costs? What major factors other than
geographic immobility impede improved labor productivity?

¢ How do the institutions of the international market impact domestic
institution building? To what extent have the liberalization of international
trade and consequent international competition induced changes in domestic
institutional infrastructures?

Social Trends, Household Behavior, and Social-Sector Policies

What institutional changes are taking place at the household level?
What is happening to household assets, such as ownership of land, hous-
ing, savings, and work-related skills? To what extent, where, and how are
current economic and political transformations aggravating poverty, in-
equality, and insecurity? How are households coping with new economic
pressures and the erosion of state services and assistance? Which popula-
tions are the most vulnerable, and does this change over the course of
transformation? How and why are social transfers and delivery of social
services changing, and with what consequences for (1) welfare, (2) eco-
nomic transformation, and (3) political processes?

Growing evidence suggests that since 1989, Central and Eastern Eu-
rope and the New Independent States have experienced considerable—in
some cases dramatic—increases in poverty and inequality, substantial de-
clines in health and life expectancy, and alterations in patterns of ownership
and employment. At the same time, real expenditures on education, health,
pensions, and other social assistance have declined, at least temporarily.
Fundamental reorganizations of social-sector programs are being debated
or (in a few cases) are under way. These trends have far-reaching and as yet
poorly understood implications for welfare, economic growth, and political
evolution.

Some specific questions that might be addressed by research in this area
are as follows:
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* What are the dynamics of impoverishment? How can it be determined
whether what is occurring is a short-term by-product of transformation or the
beginnings of long-term social inequality?

* Studies to date indicate that transformation has had particularly severe
effects on children in both large and single-earner households, though impor-
tant variations exist among countries and subregions in this regard. Especially
in Russia and other countries where the impact has been acute, how can effects
on these and other vulnerable populations be better monitored and analyzed?
What are the relevant trends in child poverty in those post-communist coun-
tries which have experienced several years of economic growth, such as
Poland?

* Who are the long-term unemployed? How and why does their compo-
sition by age, gender, ethnicity, education, and employment sector vary within
and among countries?

* What patterns are emerging in the distribution of inequality by gender,
age, and ethnicity? Why? Is a “feminization” or an “ethnicization” of poverty
taking place?

* How do objective indicators of income and expenditures relate to sub-
jective perceptions of current and future well-being, as well as future pros-
pects, as measured by opinion surveys and focus groups?

* Do different social, generational, and ethnic groups or different gen-
ders have differing attitudes toward changes in property ownership and
increased inequality? What aspects of inequality—differences in income,
wealth, opportunity, security, political influence, or prestige—most con-
cern these groups, and why? What implications do these attitudes have for
policy?

¢ What substitutes are emerging for publicly provided social safety nets?
How are households, women, extended families, and ethnic groups coping
with the burden of welfare functions previously provided by the socialist
state? What bases for forming social support networks (kinship, community,
occupation) are emerging, and do they vary significantly by country? How
well do they work?

* What are the scope and characteristics of growing private-sector (profit
and nonprofit) education and health service facilities?

* How are localities coping with the erosion/collapse of old social ser-
vice delivery institutions? What are the evolving roles of local governments,
nongovernmental organizations, and private services? What are the major
factors influencing local responses?

* In view of fiscal constraints (including the need to contain or reduce
overall social expenditures in some Eastern European countries and weak
revenue capabilities throughout the New Independent States), what strategies
are emerging for sustainable and improved services in education, health, and
social assistance?
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* With regard to the choice between (1) entitlements and (2) varying
degrees of individual responsibility for various sorts of services, how are
shared understandings evolving among different social and ethnic groups and
countries? What implications does that evolution have for public support of
future regimes? What impact, if any, have mass privatization programs had on
the distribution of wealth? Can further privatization efforts create a private-
sector safety net? How would extensions of property rights to land and hous-
ing affect income and wealth distributions?

The Changing Role of the State

How are shifts in the scope, personnel, and formal organization of
political life affecting property rights, economic organization, household
experience, collective goods, and the viability of political regimes? Why,
and with what consequences for the future?

Both within post-communist countries and among Western observers,
wide disagreements exist concerning the interactions between type of political
regime on the one hand and quality of economic performance on the other.
The great variety of paths followed by posi-communist regimes presents a
crucial challenge and an opportunity for researchers to trace causal connec-
tions between the two sets of factors. Prospects for democracy, economic
growth, and public well-being are at stake.

Specific questions to be addressed include the following:

¢ How are sharp increases in the concentration of income and wealth at
the top end of the distribution affecting political power, and how are these
relationships mediated by formal and informal institutional arrangements?
What are the emerging patterns of concentration of media control, and what
are the implications for the political process? How are election campaigns
being financed, and with what consequences?

¢ To what extent and how are new (or altered old) political and eco-
nomic interests organizing to press their claims? How are these processes
being mediated by formal and informal institutions?

* Do lower voting percentages in the region reflect a lack of internaliza-
tion of democratic principles within important components of the population?
Are there discernible variations by gender or ethnicity? What indicators other
than voting would be more appropriate for gauging popular commitment to
democratic ideals and processes?

* In those countries where state revenues have severely dwindled or
collapsed, what are the major operative factors, and what incentives and ca-
pacities must change to restore the state’s ability to collect revenues?

* How does a society assure itself of an honest and competent civil
service? What institutional changes are required to this end?
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« How are the mandates and structures of state organizations changing?
What new levels or divisions of government are forming, and which ones are
disappearing? How are state organizations presenting their mandates to rel-
evant publics? In what ways, to what extent, and with what deliberate public-
ity do governmental appeals differ from those of the communist era?

* How are emerging political institutions and practices affected by social
and ethno-national conflicts? What are the implications for long-term politi-
cal stability and the continuity of economic policy? How equally or unequally
do emerging political relations engage the energies of and impact areas of
concern to different genders and ethno-national groups? What are the conse-
quences for public politics, present and future?

+ Are new legal and judicial mechanisms/institutions being successfully
institutionalized? What role are they playing in the enforcement of contracts
and the resolution of disputes? To what extent are preexisting judicial institu-
tions assisting or impeding economic transformation?

* How do different social and ethnic groups and individuals conceptual-
ize “the political” and their relations to parties, the political process, and the
state? How do contending parties recruit, organize, and exert control over
their members? To what extent do political parties consist of coalitions among
kin, friends, and business associates?

¢ How much and what kinds of authority and responsibility have been
shifted from state-wide to lower levels of government, and what are the impli-
cations for economic organization and growth, social policies and programs,
and the legitimacy and capacity of all levels of government?

* What institutional changes are required to create stable tax-based gov-
ernment budgets? What is the division of government revenue and expendi-
ture responsibility among central, regional, and local authorities, and what
have been the consequences of alternative allocations of responsibility among
different levels of government?

PROPOSED RESEARCH PROGRAM

The interdisciplinary study of transformation, comparative analysis,
and the fields of post-Soviet and Central and Eastern European studies have
experienced vibrant growth, both qualitatively and quantitatively, in the
West and the East since 1989. Although the growing body of work on
democratization and other comparative aspects of transformation is produc-
ing valuable insights on Central and Eastern Europe and the New Indepen-
dent States for analysts, policymakers, and practitioners, the particularities
of the post-communist transformation have yet to be effectively integrated
into this literature.

Somewhat paradoxically, after decades of having to search painstakingly
for nuggets of information, post-Soviet and Central and Eastern European
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analysts are being inundated with data and finding it increasingly difficult to
separate the wheat from the chaff. At the same time, a misplaced sense of
triumphalism has led government agencies and independent foundations to
underestimate the potential contributions of work in these fields and, as a
result, to begin shifting their priorities and funding away from this area of the
world. This trend, coinciding as it does with widespread retrenchment on
university campuses, threatens to erode the financial foundations on which the
research infrastructure in both comparative and area studies is based. Most
important, it also endangers the replenishment and enrichment of these fields
with a new generation of scholars and research analysts.

In producing this research agenda, the task force hopes to focus attention
on, and bring some coherence to, the post-communist research enterprise by
(1) calling into question the unconsidered assumptions on which much current
work is based; (2) highlighting the need for work that is both interdisciplinary
and comparative; (3) emphasizing the need to take history, politics, demogra-
phy, and ethnography into account in both designing and analyzing the course
and consequences of economic reforms; and (4) focusing attention on a par-
ticularly fruitful conceptual framework—the new institutional economics.

A cohesive research program can not only maximize the utility of increas-
ingly scarce research dollars, but also enable analysts to concentrate on par-
ticularly salient aspects of transformation. Such a program can also promote
synergy as scholars working in diverse disciplines bring their analytical skills
to bear on common problems. Without a substantive and sustained program of
research, current policy interventions in post-communist economies will surely
fail in some regards and produce unanticipated, and all too frequently undesir-
able, effects in others. Although improved research cannot guarantee the
achievement of particular policy goals, better-informed and more sensitively
designed policy interventions stand a far higher chance of success than those
which have not benefited from research-based analysis.

It is time for major, theoretically motivated and empirically supported
inquiries into the four key research areas explored in this volume: (1) institu-
tional change, property rights, and corruption; (2) transformation of manage-
ment, labor, and production; (3) social trends, household behavior, and social-
sector policies; and (4) the changing role of the state. In all four of these areas,
research should be empirically grounded; comparative, seeking to explain
both change and variation across Central and Eastern Europe and the New
Independent States; and sensitive to ethnic, national, generational, and gender
differences. This is not to say that every investigation should deal with every
post-communist country, or every nationality, or every age group; on the
contrary, as the chapters and essays in this volume show, close examination of
changes and their causes in single cases can provide one of the best defenses
against schematic reductionism.

The questions outlined in the preceding sections provide the necessary
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scaffolding for a major, focused, and cohesive research program. They are not
intended to be either all-inclusive or exclusive. The task force believes the
best work will be accomplished if the gates are opened as widely as possible to
individual researchers, research teams, and research centers to compete for
funding under the auspices of the program.

The development of new arrangements for coordinating and encouraging
innovative research would substantially further the proposed research agenda.
As a first step, the relevant U.S. government departments and agencies (the
departments of State and Defense, the Agency for International Development,
the National Science Foundation, and the various intelligence agencies) should
undertake consultations aimed at coordinating government funding of research
related to Central and Eastern Europe and the New Independent States. Insti-
tutionalizing channels of communication across departments and agencies
having responsibilities in the region should not only assist the research effort,
but also broaden the scope of government thinking on this area of the world at
a time when new thinking is at a premium. Improved communication and
coordination should reduce duplication of effort on the part of both govern-
ment and researchers while enhancing the capacity to study, analyze, and
understand change in a large and increasingly volatile part of the world.

The task force does not presume to dictate the individual components or
determine the most appropriate sequencing of this research effort. Practical
details concerning the mix of institutions, teams, and individuals to be charged
with particular aspects of the work should be developed through consultation
both within and among the agencies cited above, and with substantive input
from the Kennan Institute for Advanced Russian Studies, the National Council
on (Post) Soviet and East European Research, and the Joint Committees of the
Social Science Research Council and the American Council of Learned Soci-
eties, as well as the leading foundations supporting work in these fields.

One beneficial by-product of the Cold War is the substantial existing
infrastructure of research centers devoted to the study of Central and Eastern
Europe and the New Independent States. In the United States alone, there are
a large number of institutions that merit the appellation of centers of excel-
lence and innovation, from the Berkeley-Stanford program, to the universities
of Michigan, Wisconsin, and Indiana in the mid-west, to the Harriman Insti-
tute at Columbia and the Russian Research Center at Harvard. The hallmarks
of these centers of excellence and innovation are their interest in fostering
creative, high-quality work; interdisciplinary research; participation in inter-
university and East-West partnerships; and their commitment to training a
new generation of scholars and researchers who are equally adept with the
most rigorous social science methodologies and the intricacies of area studies.

Opportunities for close collaboration with Eastern European universities
have never been as great as they are today. Consortia of Western European
universities are developing innovative institutions, such as the International
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Center based at the University of Tuebingen, to promote this kind of work.
Most significant, serious centers of scholarship are being resurrected in East-
ern Europe (for example, Tartu University in Estonia) or newly created (for
example, the Central European University in the Czech Republic and Hungary
and the University of the Humanities in Moscow). Research that engages the
talents and assists in the further training of a new generation of Eastern Euro-
pean social scientists should be particularly encouraged.

The following guidelines can help ensure the success of this proposed
research program:

¢ Funding should be made available in 3- to 5-year increments so that
institutions, research teams, and researchers can make the necessary substan-
tial investments of time, energy, and resources.

* Research teams should not only be interdisciplinary but also, when-
ever possible, include researchers from Central and Eastern Europe and the
New Independent States.

* Research projects should be explicitly designed so that, when appro-
priate, the data produced will be comparable across time and countries.

* Research topics should be proposed by individual investigators and
research teams, not set by the institution(s) coordinating the research program.

* All of the research, and the underlying data on which it is based,
should be publicly available, be deposited for use by other researchers, and,
when possible, be accessible on the World Wide Web.

Observation of the above guidelines will enable researchers to build on each
other’s work and give policymakers confidence that the results produced are
indicative of real socioeconomic trends and processes.

In addition, research conferences should be convened annually under the
auspices of one or more of the organizations overseeing the implementation of
this research program, such as the Kennan Institute or the National Council on
(Post) Soviet and East European Research. These conferences should be
focused on critiquing and refining the ongoing research effort. Individual
researchers and research teams should be asked to present their results, as well
as emerging hypotheses, to their colleagues and practitioners in the field.
Such conferences would improve understanding, assist policymakers in ob-
taining a more up-to-date and nuanced view of developments in the region,
and generate new avenues of inquiry. After 5 years, the research program
should be revised and refined, preferably after broad consultations involving
all major actors in the field, including the lead organization(s) overseeing
implementation of the program, allied professional associations, private foun-
dations, and the relevant funding agencies. After the revised program has
been accepted by the funding agencies, there should be another round of
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proposals and funding, an additional series of conferences, and a further itera-
tion of the research agenda.

Scientific judgment is inherently imprecise, whether one is quantifying
the risks associated with nuclear reactors or identifying the effects of imposing
stabilization strategies on transforming societies. Reasonable assumptions
and widely accepted theories can and have been proven false, and strategies
that have succeeded in one set of circumnstances may fail in others. Important
work needs to be done on the post-communist economies of Central and
Eastern Europe and the New Independent States. At present, the processes
and mechanisms are poorly understood, theory is deficient, and methodologies
are uncertain. The research program outlined here represents a major step
toward improving both the analysis and understanding of the political economy
of the post-communist transformation.



